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American Institute of Certified Public Accountants
NOTICE TO READERS
This audit risk alert is intended to provide auditors of the financial 
statements of high-technology enterprises with an overview of recent 
economic, industry, and professional developments that may affect the 
audits they perform. This document has been prepared by the AICPA 
staff. It has not been approved, disapproved, or otherwise acted on by a 
senior technical committee of the AICPA.
Gerard L. Yarnall
Director, Audit and Accounting Guides
Copyright © 1993 by
American Institute of Certified Public Accountants, Inc., 
New York, NY 10036-8775
All rights reserved. Requests for permission to make copies 
of any part of this work should be mailed to Permissions 
Department, AICPA, Harborside Financial Center,
201 Plaza Three, Jersey City, NJ 07311-3881.
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High-Technology 
Industry Developments—1993
Industry and Economic Developments
The high-technology industry is one of the fastest growing segments 
of the U. S. economy. Although there is no precise definition of the 
high-technology industry, the term is commonly used to refer to com­
panies that concentrate on using scientific theories and applications to 
develop new products and new applications that significantly enhance 
productivity. Companies often referred to as high technology include 
those in fields such as computers and related equipment and software, 
electronics, telecommunications, robotics, biotechnology, medical 
technology, instrumentation, and other applied sciences.
The high-technology industry consists of enterprises that range in 
size and age from small companies in the development stage to some 
of the largest corporations in the world. Many of the younger enter­
prises are experiencing rapid rates of growth and present auditors with 
risks that are unique in the growth environment. Some of the older 
companies are facing the challenges of an uncertain economy and the 
unprecedented pace of technological change and are finding it neces­
sary to restructure in order to continue to survive and compete. Those 
companies also present auditors with additional risks that require 
close attention in setting audit scope.
In an effort to cope with changes and challenges in both the business 
and technological environments, many high-technology enterprises are 
forming new business alliances that are intended to make research and 
development more efficient and productive, and enhance the produc­
tion and delivery of products and services to customers. Such alliances 
may take the form of business combinations, joint ventures, or other 
relationships with accounting and financial reporting ramifications that 
require thorough understanding and careful evaluation by auditors.
Audit Issues
Control Environment
High-technology companies are often characterized by rapid growth. 
Many such entities are development stage enterprises or have a 
number of traits that are similar to those often found in such enterprises.
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Accordingly, the internal control structures of those high-technology 
companies often include unique characteristics that may affect an 
auditor's assessment of control risk. Characteristics that may indicate 
increased control risk include the following:
• Entrepreneurial Focus of Management. Owners and managers of 
high-technology companies frequently are entrepreneurs who 
may be more interested in the research and development functions 
than in accounting systems and related control procedures. As a 
result, control, accounting, and financial reporting functions may 
receive less support and attention than might be warranted.
• Lack of Segregation of Duties. Many high-technology companies 
are relatively small and they are frequently closely held. In many 
such entities, the entire accounting function is centered in one or 
a few employees. In addition, the owners or managers often have 
the authority to override prescribed control procedures.
• Lack of Financial and Management Expertise. Although the owners 
and managers of most high-technology companies are quite 
capable in manufacturing, marketing, research, and sales, a 
number may not be as well versed in matters of accounting, 
finance, and administration.
• Informal Accounting Systems. The limited resources of some 
high-technology companies may engender informal accounting 
systems with inadequate control procedures.
If the internal control structure of a high-technology company 
includes characteristics such as the preceding, control risk may be 
relatively high and auditors should adjust the scope of their audits 
accordingly. In such circumstances, auditors should understand how 
the owner-manager carries out the oversight of the employees 
entrusted with the accounting or custodial duties. Documentation 
of that understanding is required by AICPA Statement on Auditing 
Standards (SAS) No. 55, Consideration of the Internal Control Structure in 
a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 
319). If that understanding reveals that the oversight function is weak, 
there is increased risk that material errors and irregularities will result 
in misstatements in the financial statements, and a reportable condi­
tion, as defined in SAS No. 60, Communication of Internal Control 
Structure Related Matters Noted in an Audit (AICPA, Professional Standards, 
vol. 1, AU sec. 325), may exist.
Inventory Obsolescence
Given the speed of technological advances and the highly competi­
tive nature of many high-technology enterprises, rapid inventory
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obsolescence is not uncommon. The products of high-technology 
companies are often susceptible to frequent change intended to 
upgrade their performance. Product life cycles are typically short and 
competitive products with superior price and performance charac­
teristics can quickly enter the marketplace. In such an environment, 
auditors should carefully consider whether the value at which invento­
ries are carried is appropriate. Auditors may find that increased use of 
quantitative analyses can be an efficient and effective way to ascertain 
whether inventory amounts and trends make sense. Factors that 
should be considered include, but are not limited to, expected future 
demand for the product and anticipated technological advancements 
that render existing inventories obsolete. Auditors need to assess the 
reasonableness of sales forecasts used by management in making 
inventory obsolescence decisions and review inventory listings for 
completeness and accuracy.
Revenue Recognition
The products offered by high-technology companies are, by their 
nature, innovative and their performance frequently is unproven. 
Similarly, customer expectations may be uneven. As a result, 
sales agreements entered into by such enterprises often include 
provisions for customer approval or for rather prolonged periods over 
which customers may cancel the agreement or return the product 
for various reasons. If such circumstances exist, auditors should 
carefully evaluate the entity's revenue recognition policies and 
procedures. Auditors should also obtain an understanding of the 
contractual relationships that are entered into with customers and 
should pay particularly close attention to nonstandard clauses that 
may alter the economic substance of otherwise standard transactions. 
Financial Accounting Standards Board (FASB) Statement of Financial 
Accounting Standards No. 48, Revenue Recognition When Right of 
Return Exists, provides accounting guidance that should be helpful 
in evaluating a high-technology entity's revenue recognition policies. 
Several Securities and Exchange Commission (SEC) Accounting 
and Auditing Enforcement Releases (AAERs) have addressed revenue 
recognition by high-technology enterprises. The problem areas 
noted include—
• Sales recorded before customer acceptance of a product. This 
refers to sales recorded before the risks and rewards of ownership 
passed to the buyer (see AAERs 40, 44, 58, 125, and 213).
• Bill and hold or ship in place sales. Revenue associated with such 
agreements qualifies for recognition only in unique and controlled 
circumstances (see AAERs 47, 108, 196, and 215).
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• Recorded sales in which the seller has continuing involvement or 
which are subject to a significant future contingency (see AAERs 
40, 78, 86, 145, and 303).
Computer Software Sales. Sales or licensing of rights to computer soft­
ware may present especially troublesome revenue recognition 
problems. The earnings process for such products typically varies 
because the software may be nonstandard or customized, or it may 
require a great deal of installation support. In addition, customer 
acceptance may be uncertain and sales agreements often provide 
lengthy trial periods, extended payment periods, and liberal termina­
tion features. AICPA Statement of Position (SOP) 91-1, Software Revenue 
Recognition, provides guidance on when revenue should be recognized 
and at what amounts for licensing, selling, leasing, or otherwise 
marketing computer software. Applying the provisions of SOP 91-1 
may require considerable judgment. Auditors should be certain to 
fully understand the basic provisions of contracts with customers, 
particularly those with nonstandard terms and conditions. Auditors 
should also be alert to transactions with cancellation privileges, vendor 
duplication of software, exchange rights, and deferred payment terms, 
all of which are discussed in SOP 91-1.
Licensing Arrangements. Transferring product rights by licensing or 
royalty arrangements is common among high-technology companies. 
If auditors encounter such arrangements, they should understand the 
products and related services being sold and consider whether all 
products or processes involving licensing or royalty payments are 
being properly identified and controlled.
Effect of Revenue Recognition on Other Audit Areas. Auditors should con­
sider whether uncertainties associated with revenue recognition have 
implications for other audit areas as well. For example, the collectibility 
of receivables may be affected by customers' perceptions of product 
performance and by support and maintenance expectations.
Research and Development
High-technology companies generally depend heavily on continuing 
investments in research and development to either develop new products 
or maintain market advantages. Guidance on accounting for research 
and development costs is provided by FASB Statement No. 2, Accounting 
for Research and Development Costs, which generally requires that such 
costs be charged to expense as incurred. Auditors of high-technology 
companies should be particularly skeptical about any research and 
development costs that are deferred. In such circumstances, they
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should carefully consider the adequacy of evidential matter available to 
support management's representation that the criteria that must be 
met to justify deferral are present, namely, that—
• The development of the product to which the costs relate was 
complete as defined in FASB Statement No. 2.
• The product was ready for manufacture.
Preopening or Preoperating Costs
Similarly, preopening or preoperating costs are required to be 
expensed as incurred if an entity does not have an established track 
record of successfully recovering such costs through its own opera­
tions. Since many high-technology companies are in the development 
stage or are in the business of developing new products for which a 
history of recovery does not exist, it may be difficult for management to 
support a representation that there is sufficient experience to justify 
the capitalization of such costs. Auditors should consider deferral of 
such costs with a high degree of professional skepticism.
Research and Development Arrangements
As a result of their need to fund substantial amounts of research and 
development costs, high-technology companies frequently enter into a 
variety of legal arrangements that may include debt and equity 
interests as well as contracts to provide research and development 
services for others. FASB Statement No. 68, Research and Development 
Arrangements, specifies how enterprises should account for their 
obligations under arrangements for the funding of research and 
development by others. Auditors of high-technology companies 
should obtain an understanding of the facts and circumstances 
surrounding such arrangements that have been entered into by their 
clients, including the relationships among the parties involved, and 
consider the propriety of their clients' accounting for such arrange­
ments in light of that understanding.
Obligation Is a Liability to Repay Other Parties. FASB Statement No. 68 
specifies that the enterprises must determine whether they are 
obligated only to perform contractual research and development for 
others, or whether they are otherwise obligated. To the extent the 
enterprises are obligated to repay the other parties regardless of 
the outcome of the research and development, they should record 
liabilities and expense research and development costs as incurred. 
To conclude that a liability to repay the other party does not exist, 
the transfer of risk related to the research and development must
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be substantive and genuine. FASB Statement No. 68 and SEC Staff 
Accounting Bulletin (SAB) Topic 5 O, Research and Development Arrange­
ments, provide further guidance on assessing whether such risk 
transfers have occurred and provide examples of conditions leading to 
the presumption that the enterprise will repay the other party, 
whether contractually obligated to or not.
Loans or Advances to Other Parties. Research and development arrange­
ments sometimes entail the provision of loans or advances to another 
party. FASB Statement No. 68 states that "if repayment to the enterprise 
of any loan or advance by the enterprise to the other parties depends 
solely on the results of the research and development having future 
economic benefit, the loan or advance shall be accounted for as costs 
incurred by the enterprise. The costs shall be charged to research and 
development expense unless the loan or advance to the other parties 
can be identified as relating to some other activity, for example, market­
ing or advertising, in which case the costs shall be accounted for 
according to their nature." Auditors should carefully consider their 
client's accounting for such loans.
Issuance of Warrants or Similar Instruments. Research and development 
arrangements sometimes also involve the issuance of warrants or 
similar instruments. FASB Statement No. 68 requires that the portion 
of the proceeds representing fair value of such instruments at the 
date of the arrangement be reported as paid-in capital rather than 
as revenue. Auditors should be alert to the issuance of warrants 
and similar instruments in connection with such arrangements 
and carefully evaluate their client's accounting for them, particularly 
the determination of the amount of the proceeds deemed to represent 
fair value and allocable to paid-in capital.
Percentage of Completion Method of Accounting
Some enterprises use the percentage of completion method to 
account for the revenues associated with research and development 
contracts. Auditors of the financial statements of such enterprises 
should consider whether the criteria set forth in SOP 81-1, Accounting 
for Performance of Construction-Type and Certain Production-Type Contracts, 
that are indicative of an "ability to make reasonably dependable 
estimates" for purposes of using the percentage of completion method 
of accounting are present. SAS No. 57, Auditing Accounting Estimates 
(AICPA, Professional Standards, vol. 1, AU sec. 342), provides guidance to 
auditors on obtaining and evaluating sufficient, competent evidential 
matter to support significant estimates in audits of financial statements.
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Loss Contingencies
Because of the nature of their operations, high-technology enter­
prises are often faced with issues such as product liability claims and 
environmental claims that have the potential to result in substantial 
losses. Auditors of entities that face such claims should carefully 
evaluate whether the accounting and disclosure requirements of FASB 
Statement No. 5, Accounting for Contingencies, have been met. Auditors 
of publicly held companies should also consider their clients' account­
ing for such claims in light of the requirements of SEC SAB No. 92, 
Accounting and Disclosures Relating to Loss Contingencies, which provides 
the SEC staff's interpretation of current accounting literature related to 
the following:
• Offsetting probable recoveries against probable contingent liabilities
• Recognition of liabilities for costs apportioned to other potential 
responsible parties
• Uncertainties in estimation of the extent of environmental or 
product liability
• The appropriate discount rate for environmental or product liabili­
ties, if discounting is appropriate
• Accounting for exit costs
• Financial statement disclosures and disclosure of certain informa­
tion outside the basic financial statements
Audit Risk Alert—1993 contains further discussion of these matters. 
Acquired Technology
High-technology companies frequently purchase technology, either 
through the acquisition of other enterprises, direct purchases of 
licenses, or other arrangements. Often, when technology is acquired, 
either individually or as part of a business combination, it may include 
specific research projects that have no alternative future uses. In such 
instances, an allocation of the purchase price should be made to 
such projects and the cost allocated should be expensed immediately 
as required by FASB Interpretation No. 4, Applicability of FASB Statement 
No. 2 to Business Combinations Accounted for by the Purchase Method, 
as well as FASB Emerging Issues Task Force (EITF) Issue No. 86-14, 
Purchased Research and Development Projects in a Business Combination. 
Existing products acquired may be capitalized and amortized over 
their useful lives. The purchase of an ongoing business may also give 
rise to goodwill, which should be amortized over an appropriate 
period. Auditors should carefully consider whether the allocations,
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classifications, and amortization periods associated with such trans­
actions are appropriate. The uncertainty that results from competitive, 
technological, and economic factors that face the high-technology 
industry suggest that it is often not realistic to conclude that purchased 
goodwill has an indefinite life. Therefore, amortization periods of less 
than forty years are frequently appropriate.
Stock Options
Because many high-technology companies are in the development 
stage and need to conserve their financial resources, they often use 
stock options and warrants to compensate key employees. Accounting 
for the issuance of such options and warrants is often a troublesome 
area, particularly for publicly held enterprises. Accounting for such 
options and warrants is addressed in Accounting Principles Board 
(APB) Opinion No. 25, Accounting for Stock Issued to Employees. Auditors 
of companies that issue options and warrants to their employees 
should carefully consider whether the accounting principles 
prescribed by APB Opinion No. 25 have been properly applied, in 
particular whether compensation expense has been recognized 
for any issuances of stock or warrants for less than fair value. SEC 
SAB Topic 4 D, Earnings Per Share Computations in an Initial Public 
Offering (Cheap Stock), provides additional guidance for publicly 
held companies.
Management's Discussion and Analysis—Public Companies
SAS No. 8, Other Information in Documents Containing Audited Financial 
Statements (AICPA, Professional Standards, vol. 1, AU sec. 550), requires 
that auditors read such information and consider whether the infor­
mation, or the manner of its presentation, is materially inconsistent 
with that appearing in the financial statements. As auditors of high- 
technology companies that are required to file reports with the SEC 
read the Management's Discussion and Analysis of Operations 
sections of SEC filings that contain audited financial statements, they 
might consider whether those discussions include items such as—
• The reasonably likely effects on future operating results of known 
trends, such as further declines of sales of mature products. The 
life cycles of products of high-technology companies are fre­
quently short because of the pace of technological change.
• Discretionary operating expenses, such as those relating to 
research and development, that have materially affected the most 
recent period presented but are not expected to have short- or 
long-term implications, or those matters that have not affected
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the most recent period presented but are expected to materially 
affect future periods.
*  *  *  *
Practitioners should also be aware of the economic, regulatory, and 
professional developments in Audit Risk Alert-1993  and Compilation 
and Review Alert—1993, which may be obtained by calling the AICPA 
Order Department at the number below and asking for product num­
ber 022099 (audit) or 060666 (compilation and review).
Copies of AICPA publications referred to in this document may be 
obtained by calling the AICPA Order Department at (800) TO-AICPA. 
Copies of FASB publications referred to in this document can be 
obtained directly from the FASB by calling the FASB Order Department 
at (203) 847-0700, ext. 10.
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